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February 12, 2001

The Hon. Brenda Henry, Mayor
City of Sparta
PO Box #40
Sparta, Kentucky 41086

RE:   Examination Report on Selected Transactions and Activities of the City of Sparta

Dear Mayor Henry:

We have performed an examination of selected transactions and activities of the City of
Sparta (City), and transmit herewith our report.   Our examination was triggered by concerns
expressed to our office.  Our objectives were to determine whether (1) an occupational license
was inappropriately issued, (2) conflicts of interests influenced official acts, and (3) grant funds
were misused.  Procedures performed during this engagement included interviewing City
personnel and private citizens, as well as examining City accounting records and supporting
documentation.

Our examination revealed that a 20-year Occupational Business License for a motel,
restaurant, and adult lounge (License), purchased by LAW/WAL, LLC on April 12, 1999, in
exchange for a fee of $10,000, was issued by the City in the absence of a governing ordinance.
That mode of enactment appears to depart from the guidelines set forth in OAG 83-64 and OAG
84-97.  Certain circumstances were also noted that create the appearance that official acts of the
City were improperly motivated.

We take exception to the following grant funds activities:

� Expenditures totaling $1,088.39 for office supplies, accrued interest, and loan fees
paid with Office of Community Oriented Policing Services (COPS) grant funds did
not comply with the grant agreement;
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� Improper treatment of cash payments to City Police Department employees in lieu of
health insurance premiums violated Internal Revenue Code Section 61, 3111, and
3402, as well as KRS 141.010 and 141.310; and,

� Expenditures totaling $7,890.16 for the purchase, outfitting, repair, and maintenance
of a Ford Explorer used for both Police and Road Department purposes, violated KRS
177.369(2).

We appreciate the cooperation received from the City and others during the course of our
work.

Very truly yours,

            

Edward B. Hatchett, Jr.
Auditor of Public Accounts

EBHJr:kct
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Findings and
Recommendations

The City improperly
issued a 20-year
Occupational Business
License in the absence of
an authorizing
ordinance.

Our examination revealed that the City issued by resolution
(see Exhibit A) an Occupational Business License to operate
a motel, restaurant, and adult lounge (License), with a
twenty-year term, to LAW/WAL, LLC on April 12, 1999
(see Exhibit B).  LAW/WAL, LLC was organized as a
limited liability company and registered with the Kentucky
Secretary of State’s Office on September 30, 1998.  In return
for the License, the City received a $10,000 fee.

According to City officials, there is no ordinance authorizing
or requiring issuance of the License.  An Opinion of
Kentucky’s Attorney General, OAG 83-64, states  that:

“any attempt on the part of a city to enact, by
resolution or legislative order, matters other than
those involving the internal operation of city
government mentioned in the above referred to
statutes, without following the statutory procedure for
the enactment of ordinances including publication,
would be invalid.”

Furthermore, in OAG 84-97, opining on the impropriety of a
city repealing, by resolution, a city insurance tax originally
enacted by ordinance, the Attorney General wrote: “[I]t was
necessary to enact in the first instance the licensing
procedure pursuant to an ordinance, which has been
adjudged essential to accomplish such legislative purposes as
that of levying a tax or exercising the power of licensing.”

For the City to authorize the issuance of Occupational
Business Licenses by resolution is improper; a resolution of
the City licensing a restaurant/motel/adult lounge to operate
within the City neither pertains to the internal operations of
the City, nor is appropriate to exercise the power of
licensing.  Therefore, the City’s adoption of a resolution to
issue the License in the absence of an authorizing ordinance
appears to be legally ineffective, thus making the License
presumptively invalid.
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Terms of the License
deviated from standard
practice.

The License was for a stated term of twenty years, which
stands in marked contrast to a one-year term characteristic of
standard practice for such licenses.  LAW/WAL, LLC also
purchased the statutorily-required Retail Beer, Restaurant
Wine/Liquor, and Gallatin County Business licenses (see
Exhibit C) for its adult lounge, Racers Pit Stop Grille
(Racers).  These state and county licenses all included terms
for the remainder of the fiscal year, making annual renewal
necessary.

The facts surrounding
issuance of the License raise
questions.

Our examination revealed that a co-Manager of LAW/WAL,
LLC offered to purchase the twenty-year License from the
City for a $10,000 fee even though the License was not
authorized by any City ordinance.  The License itself and the
resolution to issue it were actually drafted by a co-Manager
of LAW/WAL, LLC who then submitted these documents to
the City hours before the City Commission meeting.
According to a co-Manager of LAW/WAL, LLC this
sequence of events was chosen to ensure the documents
contained language that would effectively insulate
LAW/WAL, LLC from risk.

Recommendations We recommend that the City take the following actions:

� Enact an ordinance  authorizing  the issuance, and
requiring  the purchase, of Occupational Business
Licenses; and,

� Codify in such an ordinance a provision for annual
renewable terms and henceforth ensure the equitable
treatment of all businesses located or locating within the
City.

Circumstances
surrounding
consideration of
Ordinance 820.001
created the appearance
that official acts of the
City were improperly
motivated.

The City began exploring the possibility of developing an
ordinance to regulate adult entertainment on December 14,
1998, when the City Commission directed the City Clerk to
begin researching the matter (see Exhibit D).  On February
15, 1999, the City Commission passed a motion stating its
intent to enact an ordinance regulating adult entertainment
businesses within the City.

The City Clerk contacted the Local Government Law Center
(Center), affiliated with the Chase College of Law at
Northern Kentucky University, for assistance in developing
ordinances.  On March 1, 1999, the Center provided the City
with examples of adult entertainment ordinances from other
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cities.  The City then developed proposed Ordinance 820.001
to regulate adult entertainment within the City, which our
examination determined was based nearly word-for-word on
the Morehead adult entertainment ordinance, which was one
of the examples provided by the Center.  According to the
Morehead City Attorney, the Morehead adult entertainment
ordinance was based on a similar ordinance in the City of
Newport.

The first reading of Sparta’s proposed Ordinance 820.001
took place at the March 15, 1999, City Commission meeting.
It was then published in the Gallatin County News on March
24, 1999.

According to the minutes of the March 29, 1999, City
Commission meeting, a decision was made to table proposed
Ordinance 820.001 until a legal challenge to Lexington’s
adult entertainment ordinance was resolved.  A similar
decision was documented in the April 5, 1999, City
Commission meeting minutes.  According to City officials,
proposed Ordinance 820.001 was never again acted upon and
remains tabled.

A City official stated that the City’s financial inability to
defend a legal challenge to any adult entertainment
ordinance it might enact also influenced the decision to table
proposed Ordinance 820.001.  The City, nevertheless, has
since become involved in substantial litigation on another
matter, although representation in that matter is being
provided by a LAW/WAL, LLC co-Manager and another
attorney at no cost to the City.

The City accepted $20,000
from a LAW/WAL, LLC
co-Manager the day of the
first reading of proposed
Ordinance 820.001.

The City recorded the receipt of a $20,000 donation from a
LAW/WAL, LLC co-Manager on March 15, 1999. The first
reading of proposed Ordinance 820.001 and a report from
the City Clerk that the City’s bank account was about to be
overdrawn also occurred on this date (see Exhibit D).  This
co-Manager acknowledged making that donation to allow the
City to purchase a 1999 Jeep Cherokee for the Police
Department.
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The City began occupying
property owned by a
LAW/WAL, LLC co-
Manager for its City Hall
rent-free shortly after
proposed Ordinance
820.001 was tabled.

Our examination revealed that a LAW/WAL, LLC co-
Manager owns the property that is used as the Sparta City
Hall, which the City leases from the co-Manager.  However,
the owner of the property forgives the City’s rental payment.
City officials said the City Hall began its rent-free occupancy
of the site in April of 1999, although the rental agreement
actually specifies a term beginning January 1, 1999 (see
Exhibit E).  According to the rental agreement, the forgiven
rent is valued at $2,000 per month.  The property owner
stated that he reports the value of forgiven rent as a tax
write-off.

Gallatin County records indicate the property was purchased
by the LAW/WAL, LLC co-Manager for $25,000 in 1996.
As is customary following a sale of real property, the
assessed value was set at the sales price of $25,000 (see
Exhibit F).  Given the attributes and price paid for this
property, $24,000 per year appears to be an overstated rental
valuation.  The co-Manager said that this valuation was
based on his personal estimate.

The co-Manager also stated that the property was leased by a
party before the City became the tenant.   The agreement
stating the rental rate charged to that tenant was not available
for examination and comparison.   We were told the previous
tenant had not paid the rent that was due.

The co-Manager said that he offered to let the City use the
property because the previous City Hall had suffered flood
damage and his property was vacant.  He also believed
having a tenant in the building would benefit him by
providing upkeep for the property.

A LAW/WAL, LLC co-
Manager offered to
purchase the License 14
days after the City tabled
an ordinance detrimental
to the LLC.

City Commission minutes indicate that both LAW/WAL,
LLC co-Managers were present at the April 12, 1999, City
Commission meeting.  A LAW/WAL, LLC co-Manager
addressed the City Commission to seek the City’s support for
LAW/WAL, LLC’s business development plans and to offer
to purchase the License.  This co-Manager stated that during
this meeting he told the City Commission that LAW/WAL,
LLC would not pursue its plans if the City Commission did
not approve the LLC’s business development plans.  The
City Commission was informed that these plans included
building an adult lounge, Racers, in the City, as evidenced
by the City resolution (see Exhibit A), the License (see
Exhibit B), and a letter from the co-Manager (see Exhibit G).
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A LAW/WAL, LLC co-
Manager advises the City
on legal matters.

Our examination revealed that a LAW/WAL, LLC co-
Manager provides the City legal advice at no cost to the City.
While this attorney-client relationship is not formalized in a
written document, professional attorney-client standards
would appear to apply.  The co-Manager stated  that he does
not consider himself to be acting in the capacity of an
attorney for the City. The City, however, apparently believed
otherwise.

The March 29, 1999, City Commission meeting minutes
document a duly-adopted motion reflecting the City’s intent
to accept one of the LAW/WAL, LLC co-Managers as a City
attorney.  This meeting is also the first time that the City
Commission decided to table proposed Ordinance 820.001
(see Exhibit D).  Articles in the media citing this co-Manager
as the City’s attorney are also noted.

Tabling proposed
Ordinance 820.001 was
significantly beneficial to
Racers.

According to a LAW/WAL, LLC co-Manager, an ordinance
that prevented nudity, as the proposed Ordinance 820.001
did, would be very damaging to Racers’ business.  This co-
Manager stated that Racers would be forced to challenge the
legality of such an ordinance, or close its doors.
Additionally, proposed Ordinance 820.001 would have
required a $5,000 annual license fee, or ten times the annual
amount paid for the License.  The co-Manager said he was
aware of proposed Ordinance 820.001 at the time the
License was issued, but was not concerned about it after he
obtained the City Commission’s approval in the form of the
License.

The City has received significant financial support as well as
legal representation from the co-Managers of LAW/WAL,
LLC.  The City’s receipt of some of this support and legal
representation occurred near in time to the tabling of
proposed Ordinance 820.001.  Tabling proposed Ordinance
820.001 constituted a significant financial benefit to
LAW/WAL, LLC.  These facts, taken as a whole, create the
appearance that the City may not have been dealing at arm’s
length with LAW/WAL, LLC when deciding to table
proposed Ordinance 820.001 and issue the License.  At the
very least, it is not good public policy for the City to be in a
business relationship with a co-Manager of LAW/WAL,
LLC, whose adult entertainment business can be regulated
by the City and whose co-Manager is the City’s attorney.
This relationship creates both the appearance of impropriety
and a perception that conflicts of interests exist.
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Recommendations We recommend that the City take the following actions:

� Enter into formal agreements with any and all parties
providing legal services to the City to ensure that
relationships are clearly understood and documented;
and,

� Take all necessary steps to ensure that the City carries
out all official acts objectively, at arm’s length, and free
of impropriety and conflicting interests, both in fact and
appearance.

The City used COPS grant
funds improperly and its
ability to meet other
grant requirements is
questioned.

On May 1, 1999, the federal Office of Community Oriented
Policing Services (COPS) granted the City a Universal
Hiring Award (COPS grant) in the amount of $224,808.  The
purpose of this COPS grant was to fund 75 percent of the
cost of hiring three additional police officers for the period
May 1, 1999, through April 30, 2002.  Key conditions of the
COPS grant include (1) expending funds only for allowable
costs as dictated in the approved grant budget, (2) matching
25 percent of the total cost with local funds, and (3) retaining
the three positions beyond the grant period.  The City applied
to COPS for a waiver of its matching requirement, but the
application was declined. The City employs an external
contract employee to administer the COPS grant funds and
the COPS grant bank account, which is segregated from City
accounts.

$1,088.39 of COPS grant
funds were used to pay
expenses that are not
allowable costs.

Non-Allowable Costs

Loan Interest        $882.94
Office Supplies       118.45
Loan Fees                  87.00

$1,088.39

Our examination found that the City covered allowable
COPS grant costs with a short-term loan from Integra Bank
until COPS grant funds became available.  The allowable
costs were specified in the COPS grant’s approved budget,
which included only costs for police officers’ salaries and
fringe benefits.  Draws from the bank loan of $10,000 and
$20,000 were made by the City on May 24, 1999, and July
27, 1999, respectively.  The City received the first draw of
COPS grant funds in the amount of $52,762 on October 26,
1999.

The City repaid the bank loan on October 28, 1999, with a
$30,969.94 disbursement from COPS grant funds.  This
repayment consisted of $30,000 principal, $882.94 interest,
and $87 loan fees.  Additionally, a $118.45 disbursement to
purchase blank payroll checks and envelopes for general
City use occurred on June 4, 1999.  Since the disbursements
for loan interest, fees, and office supplies were outside the
approved budget, COPS grant funds should not have been
used for these expenses.
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The City must provide over
$70,000 in matching funds
by April 2002 to comply with
COPS grant requirements.

The City agreed to adhere to the following U.S. Department
of Justice schedule of COPS grant local matching funds:

Year 1   $15,975
Year 2     24,981
Year 3     33,981

              $74,937

These scheduled matching payments require the COPS grant
to bear a larger portion of the initial costs of additional police
officers, gradually allowing the City to adjust to the burden
of bearing these costs.  However, as stated in the COPS
Universal Hiring Program Grant Owner’s Manual, matching
contributions may be applied at any time during the life of
the grant provided that the full matching share is obligated
by the end of the grant period.

As of November 28, 2000, the City provided $4,228.91 in
local matching funds.  The COPS grant contains provisions
that allow for local matching requirements to be waived in
certain circumstances.  The City requested such a waiver, but
the U.S. Department of Justice declined the request.  The
City submitted an appeal, which was again declined by the
U.S. Department of Justice on January 5, 2001.  The City
must still provide $70,708.09 in COPS grant local matching
funds by April 30, 2002.

The City’s plan to fund the
retention of three police
officers at their present
salary levels after the COPS
grant expires does not
appear to be adequate.

The City’s total salaries and benefits cost to retain three full-
time police officers at their present salaries is $99,915
annually.  Our examination identified approximately $56,000
in anticipated recurring revenues during fiscal year 2000,
which includes disputed property taxes received for which
litigation is pending.  The City’s Law Enforcement Officer
Retention Plan (Retention Plan) states the City will dedicate,
among other revenues, real property taxes from the Kentucky
Speedway to fund retention of police officers.  The City
received $15,531.86 in real property taxes from the
Kentucky Speedway on December 20, 1999.  The City was
unable to dedicate these real property taxes to fund law
enforcement expenses because the funds were needed to
meet other general operating expenses.  Given that the cost
to retain the police officers far exceeds recent anticipated
recurring revenues and the demonstrated need to use real
property taxes from the Kentucky Speedway to meet general
operating expenses, the City’s Retention Plan appears
inadequate.
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Improper treatment of
payments for certain
employee benefits resulted in
some City employees
receiving tax-free
compensation.

The first external contract employee handling the COPS
grant activity properly treated cash payments to City Police
Department employees in lieu of health insurance premiums
as taxable fringe benefits.  The City then changed external
contract employees and was incorrectly advised that such
payments were not taxable.  The City subsequently applied
for a refund of the withholdings remitted to the Internal
Revenue Service, and paid the amounts requested as refunds
to the affected employees.  Subsequent similar payments to
Police Department employees were routinely excluded from
gross income and taxes have not been withheld.

Excluding these payments from gross income violates
Internal Revenue Code (IRC) Section 61 and KRS 141.010.
Not paying employer taxes violates IRC Section 3111, and
not withholding income taxes from employees violates IRC
Section 3402 and KRS 141.310.

The City has retained a private accounting firm to perform a
comprehensive financial audit.  Our office has referred this
issue to that firm for quantifying the impact on the City
budget.   Cash payments are no longer made to Police
Department employees, and the City currently pays health
insurance premiums directly.

Recommendations We recommend that the City take the following actions:

� Reimburse the COPS grant bank account $1,088.39 for
expenses paid with COPS grant funds that are not
allowable costs;

� Establish a procedure to provide City Commission
oversight of the use of grant funds;

� Formulate a plan to ensure that local matching funds are
available to meet COPS grant requirements;

� Revise the Retention Plan to ensure adequate funding
will be available to comply with the COPS grant
requirements; and,

� Correct underreporting and resolve City liabilities
resulting from the improper treatment of cash payments
made to City employees in lieu of insurance premiums.

Municipal Road Aid
funds were used
improperly.

The City receives funds from the Commonwealth under the
Municipal Road Aid program, which are deposited in a
Municipal Road Aid bank account.  KRS 177.369(2) states
that these funds are to be expended “solely for the purpose of
construction, reconstruction, and maintenance of urban roads
and streets set forth in KRS 177.365.”
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Over $7,000 in Municipal
Road Aid funds were used
for equipment used by both
the Police and Road
Departments.

Improper Road Aid Expenditures

Explorer Purchase           $4,959.00
Maintenance & Repairs     2,147.51
Police Equipment                  783.65

$7,890.16

On October 20, 1998, the City purchased a 1991 Ford
Explorer with Municipal Road Aid funds at a cost of $4,959.
An additional $2,931.16 in Municipal Road Aid funds was
spent to equip, repair, and maintain this vehicle.  City
personnel have stated that this vehicle was purchased for the
Road Department to plow snow.  Records indicate that this
vehicle was also used by the newly organized Police
Department, which use was confirmed through individual
interviews.

The City’s first three police officers were sworn in
November 16, 1998.  Expenditures that clearly indicate
Police Department use of the Explorer include a $783.65
invoice for radio, siren, and siren speaker equipment
purchased and installed in the Explorer on October 21, 1998.
The vendor installing this equipment recalled that the
equipment was installed in a police vehicle.

Additionally, an entry in the Municipal Road Aid bank
account check register on April 15, 1999, documents the
expenditure of $500 for an engine in the Explorer.  This
entry includes the annotation “police,” indicating that the
Explorer continued to be used as a police vehicle even after
the purchase of the 1999 Jeep Cherokee, most likely until the
purchase of the two Ford Crown Victoria cruisers December
27, 1999.  While the Explorer was used for road maintenance
purposes when plowing snow, it is clear that it was also used
for purposes unrelated to the construction, reconstruction, or
maintenance of roads in violation of KRS 177.369(2).

Recommendations We recommend that the City take the following actions:

� Prorate the Explorer’s use as a police vehicle;
� Reimburse the City’s Municipal Road Aid bank account

for the appropriate percentage of the $7,890.16 spent on
the Explorer; and,

� Implement a procedure in which the City Commission
specifically approves individual expenditures of
Municipal Road Aid funds to ensure they are used
properly.
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